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This research aims to examine the effect of internal audit function on rural bank financial and non-financial 
performance. Data collection uses both primary and secondary data. Internal audit function and non-
financial performance use questionnaires and 63 data were collected from 38 rural banks in Riau Islands 
Province. The financial performance uses return on asset (ROA) and return on equity (ROE) using the 
financial report published by Financial Services Authority of Indonesia. The respondents of this research are 
the director of rural banks. The analysis method uses Partial Least Square (PLS) to examine the outer and 
inner model. The result shows that the internal audit function positively affects both financial and non-
financial performance. The rural bank, which has an established internal audit function, enhances the 
performance. 
 




The growth associated development of an economy around the world depends mainly on the financial 
sector's performance. The banking sector may be a vital player within the financial industry and dominates 
the industry in most countries. Banks play a big role in ensuring efficient allocation of funds from idle 
sources to areas where funds are required. The financial sector's growth has been the foremost crucial impact 
on any country's economy for several years. Bank's performance is significant in driving to ensure 
sustainable growth within the future. Banks have realized that the audit function is essential in improving the 
bank's asset management efficiency, leading to an increase in the bank's financial performance. The audit 
function incorporates a vital economic role in the public's eyes by strengthening trust and trust in financial 
reports and statements created by public and private institutions. It additionally enhances the accountability 
provided by financial information (Mustari et al., 2020). 
Internal audit is an independent, impartial assurance and assessment method for processing and 
expanding its activities. Internal audit helps the organization reach its objectives by developing systematic 
and controlled strategies for evaluating and developing the effectiveness of the organization's risk 
assessment, controls, and directive procedures (Ofei & Owusu, 2021). Auditing includes a wide variety of 
activities, which serve different purposes. Traditionally, it has been an impact mechanism to assure that a 
government official or its ministry (internal audit) and an established legislative body (external audit), that 
public funds are received and utilized by appropriate and established laws and related regulations (audit 
compliance). The government's financial performance report is accurate and fair and is prepared from the 
underlying financial records, and represents its financial position (financial audit) (Asika & Bonaventure, 
2020). 
An internal audit function is a form of governance that rural banks in Indonesia must implement in every 
business activity. Rural banks with a core capital of at least 50,000,000,000 rupiahs are required to form an 
internal audit work unit, while rural banks with a core capital of fewer than 50,000,000,000 rupiahs are 
required to appoint an executive officer to hold out the function of internal audit. The Board of Directors 
(BOD) should ensure the fulfillment of the number of human resources and appoint an official accountable 
for implementing the internal audit and being independent of other work units. The board of commissioners 
should ensure that the BOD follows abreast of audit findings and recommendations from work units or 
officials accountable for implementing rural banks' internal audit functions. Internal audit work units or 
executive employees are in charge of and responsible for the following activities: 
1. Assist the director and BOD’ duties in the direction of rural banks’ operations, planning, implementing, 
and observance audit results. 
2. Create analysis and assessment in finance, accounting, operations, and alternative activities by conducting 
an instantaneous examination and document analysis. 
3. Distinctive all possibilities to enhance and increase efficiency within the use of resources and funds. 
4. Offer recommendations for improvement and objective data for review of activities in any respect levels of 
management. 
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The internal audit work unit or executive officer accountable for executing the function of internal audit  
is required to yield a report to the director, and board of commissioners with a duplicate to the BOD in 
charge of the compliance operate (Otoritas Jasa Keuangan, 2015). 
Quality internal audit plays a significant part in accountability, transparency, and conserving public 
properties. Internal audit, auditor independence, and quality governance significantly affect bank financial 
performance. In contrast, the internal audit committee and meetings' size do not significantly impact bank 
performance. The results conjointly indicate that the use of automated internal audits in banks affects up 
financial performance (Hazaea et al., 2020). Bank management must ensure that internal audits are well 
understood and developed in all departments to be compatible with microfinance banks to ensure fraud 
prevention and control in microfinance banks. It is recommended that to ensure the internal audit is time-
tested, only a qualified and experienced accountant may be appointed as head of the internal audit department 
of a microfinance bank. External auditors must be paid well to maintain honesty in carrying out their duties. 
Management must ensure that internal audit provides a visual presentation to prospective auditors and 
prepares booklets and brochures describing the internal audit function. External checks, such as manual 
assessments, should be integrated into the banking system to facilitate entry to secure facilities on time, help 
minimize delays, and serve as a safeguard against possible collusion (Tapang & Ibiam, 2019). 
The study of Okello et al. (2019) shows a positive relationship between Kenya's commercial banks' 
internal audit and financial performance. It implies that the improvement of the audit function improves the 
financial performance of commercial banks in Kenya. A positive relationship also showed in the research of 
Ahmad (2018). Internal audit may be a orderly and autonomous examination of information, financial 
reports, account records, operations, and a corporation's performance to verify its legitimacy and fairness. It 
could be a wide term meaning the number of checks and controls meted out within the business to guarantee 
efficient work within the organization. It is considered an indication of the entire control system through 
management's vigilance and direction in conducting the business. It has become an important management 
tool to achieve adequate control by identifying deficiencies in management operations altogether industries, 
particularly the industry. 
Internal audit is a function that aims to review the effectiveness and efficiency of organizational 
activities, ensure compliance with established regulations, evaluate risk management, and control internal 
systems. Internal audit is responsible to management in overall monitoring activities by assessing the 
effectiveness of control procedures (Bananuka et al., 2018). The study of Ndimitu et al. (2018) conducted by 
water supply companies in Kenya shows that internal audit positively affects company performance. A 
professional internal audit can ensure that company resources are used effectively and efficiently. 
Policeman's theory states that internal audit is responsible for finding, detecting, and preventing fraud. The 
internal audit design is carried out to protect company assets and assist in the verification process of 
accounting information for decision-making purposes. Research by Talab et al. (2018) shows that internal 
audit positively influences company performance. Internal audit plays a vital role in reducing information 
asymmetry between shareholders andimid management. Internal audit is also a monitoring mechanism that 
can reduce agency costs and improve company performance. 
Alflahat (2017) concluded that internal audit has a positive effect on a company's performance. Internal 
audit control consists of the organizational plan, all approaches, and actions adopted in the business to 
maintain operational efficiency and promote compliance with defined managerial policies. This independent, 
objective, and consultative activity are carried out to improve risk management, control, and governance 
processes to achieve its goals. 
Internal audit competence will improve company performance. Competencies that include knowledge 
and aptitudes empower internal audit to prepare and report audit results to the authorities professionally. The 
purpose of an internal audit is to contribute to the organization for the implementation of its responsibilities. 
Quality internal audits can help the board and management focus on their obligations to ensure that internal 
control is carried out appropriately and efficiently (Bello et al., 2017). 
Matoke and Omwenga (2016) researched audit quality and financial performance in companies listed on 
the Nairobi Stock Exchange. The results showed that auditor size and auditor independence positively affect 
the company's financial performance. Several research results indicate that internal audit does not affect 
company performance (Muchiri & Jagongo, 2017; Ejoh & Ejom, 2014). An internal audit function does not 
affect the company's financial performance as seen from its profitability and return on investment. It is 
recommended that the internal audit function be independent and be carried out by competent staff (Muchiri 
& Jagongo, 2017). 
The research results of Farouk and Hassan (2014) show that auditor size and auditor independence also 
have a positive effect on company performance. Research by Alic and Rusjan (2010) shows that internal 
audit contributes to achieving business goals and positively influences company performance. The 
implementation of internal audit can provide benefits for companies like actions based on supported known 
non-conformities and suggestions given, well-organized documentation in terms of quality management 
systems, visibility of performance, and stable and reliable management processes for product and service 
quality assurance. Also, internal audit forms an independent, systematic, and objective approach to drawback 
identification and resolution. There are three hypotheses in this research as below: 
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H1: The review of internal audit positively affects rural banks' performance. 
H2: The review of internal audit positively affects rural banks' financial performance. 
H3: The review of internal audit positively affects rural banks' non-financial performance. 
 
Research Method 
The method of research is a quantitative approach by using both primary data and secondary data. The 
primary data uses questionnaires, and the secondary data collect data from rural bank financial report which 
published by Financial Service Authority of Indonesia. The respondents of the questionnaires are directors 
from rural banks in Riau Island Province in Indonesia. There were 63 data collected from 38 rural banks. One 
rural bank has up to three directors. 
Internal audit as the independent variable uses three internal audit measurement components: the review 
of internal audit, regulatory compliance, and risk governance. Financial performance and non-financial 
performance as the dependent variables measure using the return on asset (ROA) and return on equity (ROE) 
(Menicucci & Paolucci, 2016), and four components: quality, delivery of service, personnel development, 
and productivity (Rasid et al., 2014). This research also adds two control variables: bank size (Yang et al., 
2018) and bank age (Florio & Leoni, 2017). 
 
Result and Discussion 
The outer model test examines the validity of each indicator and the reliability of variables. Table 1 
below shows the validity and reliability test result. 
 
Table 1. Validity and Reliability Test 
Variable AVE Cronbach’s Alpha Composite Reliability 
Bank Performance 0.842 0.937 0.955 
Internal Audit 0.566 0.912 0.928 
Source: Processed Data (2021) 
 
The inner model test examines the path coefficient. Table 2 shows the result of the path coefficient test. 
 
Table 2. Path Coefficients 
Hypothesis Coefficients P-Value Result 
Internal Audit → Bank Performance 0.442 0.004 Accepted 
Internal Audit → Bank Financial Performance -0.213 0.038 Rejected 
Internal Audit → Bank Non-Financial Performance 0.420 0.006 Accepted 
Source: Processed Data (2021) 
 
The effect of internal audit on bank performance shows a coefficient of 0.442 with a P-Value of 0.004. It 
means that the internal audit function has a significant positive effect on bank performance. Hypothesis 1 has 
been accepted. The result also showed in the research of Hazaea et al. (2020), Tapang and Ibiam (2019), 
Okello et al. (2019), Ahmad (2018), Talab et al. (2018), Alflahat (2017), Bello et al. (2017). 
The effect of internal audit on bank financial performance shows a coefficient of -0.213 with a P-Value 
of 0.038. It means internal audit function has a significant negative effect on bank financial performance. 
Hypothesis 2 has been rejected. The effect of internal audit on bank non-financial performance shows a 
coefficient of 0.420 with a P-Value of 0.006. It means internal audit function has a significant positive effect 
on bank non-financial performance. Hypothesis 3 has been accepted. The inner model test also examines the 
path coefficient of control variables. Table 3 shows the result of the path coefficient test. 
 
Table 3. Path Coefficients (Control Variables) 
Direct Effect Coefficients P-Value Result 
Bank Age → Bank Performance -0.347 0.011 Negative 
Bank Size → Bank Performance 0.005 0.966 Insignificant 
Source: Processed Data (2021) 
 
The effect of bank age on bank performance shows a coefficient of -0.347 with a P-Value of 0.011. In 
contrast, a coefficient of 0.005 with a P-Value of 0.966 showed bank size's effect on bank performance. 
 
Conclusion 
The result of this study showed that internal audit function in a rural bank could enhance its performance. 
However, it only shows a significant effect on non-financial performance. It does not show a significant 
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